








Small, young entrepreneurial firms’ governance structure across countries has generated
an interesting debate in recent years. That is, should these firms internalize or externalize
transactions in their internationalization? Existing studies suggest that there are advantages
and disadvantages to both structures, but the findings are mixed. This study explores the
factors that determine the governance structure of small, young technology-based entre-
preneurial firms (SYTEFs). Evidence collected in this study indicates that choice of gover-
nance structure by SYTEFs is determined by a specific set of conditions, specifically, their
choice of governance structure depends on their strategic assets, industry dynamism, and
business scope.
Introduction
The phenomenon of fast internationalization by small, young technology-based entre-
preneurial firms (SYTEFs) has garnered considerable attention from researchers over the
years (Brinckmann, Salomo, & Gemuenden, 2011; Crick & Jones, 2000; Lau & Bruton,
2011; Li, Qian, & Qian, 2012). SYTEFs are small technology-based firms that demon-
strate strong risk-taking, innovative, and proactive behaviors at the early stages of their
founding. These entrepreneurial qualities motivate them to discover, evaluate, and exploit
opportunities across national borders shortly after their inception to create future goods
and services (Covin & Miller, 2013). It has been widely acknowledged in the existing
literature that these firms suffer severe resource limitations in their competition against
established resident firms in international markets (e.g., Luostarinen & Gabrielsson, 2004;
Mudambi & Zahra, 2007). Small firms suffer from size constraints and the consequent
resource limitations, and the liability of newness adds to these limitations. Resource
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limitations associated with size and age constraints can be more severe in technology
industries, in which product life cycles are short and heavy spending on research and
development (R&D), advertising, and distribution is required (Lau & Bruton; Stuart,
2000). The dynamism of international markets and lack of foreign market knowledge
aggravate the severity of the constraints (Qian, Li, Li, & Qian, 2008). How can SYTEFs
overcome these disadvantages and become multinational?
Two competing arguments have emerged in international entrepreneurship literature
to answer the question. The answer provided in the mainstream literature is the use of
“alternative governance structure” or externalization. In their seminal paper on interna-
tional new ventures (INVs), Oviatt and McDougall (1994) suggest that INVs must rely on
externalization to control vital assets and “that fact distinguishes new ventures from other
organizations” (Oviatt & McDougall, p. 54). However, this group of researchers does not
address the disadvantage of externalization; that is, high transaction costs that can be
devastating in international markets (Lau & Bruton, 2011; Luo, 2007; Mudambi & Zahra,
2007). To overcome the disadvantage of externalization, the other group of researchers
claims that entrepreneurs may resort to internalization to achieve growth in international
markets (e.g., Buckley & Casson, 2009; Casson & Buckley, 2010).
These two arguments are rooted in well-established theories. Traditional interna-
tional business theory suggests that firms form when market imperfection exists
(Casson, 2003). When the transaction costs of executing a contract or monitoring the
performance of a contracting party are at their lowest, firms will choose hierarchical
authority as the governance mechanism and internalize transactions (Buckley & Casson,
1976, 2009). Existing studies find that the internalization theory applies to multinational
enterprises (MNEs) as well as small new firms (e.g., Casson). The externalization
approach is based on INV theory (e.g., Oviatt & McDougall, 1994, 2005). Because
these firms may not own all of the important assets required for internationalization,
they have to employ an alliance governance structure to access the required resources
that they do not own (Brinckmann et al., 2011). The empirical findings are mixed. Some
studies support Oviatt and McDougall’s assertion on externalization (e.g., Gabrielsson
& Kirpalani, 2004), while others confirm the argument of the internalization approach
(e.g., Casson & Godley, 2010; Luo, 2007). The mixed findings suggest that under a
specific set of circumstances, externalization is more appropriate than internalization
for SYTEFs, or vice versa. However, few existing studies have specified these specific
circumstances.
This study aims to investigate the circumstances that determine the optimal gover-
nance structure of SYTEFs. Evidence collected in this study shows that the choice of
governance structure depends on whether an SYTEF possesses two important assets:
radical innovation and foreign market knowledge. Furthermore, the relationship between
governance structure and these assets is moderated by two factors: industry dynamism and
business scope.
With this study, we contribute to the literature in three ways. First, we capture the
factors that influence SYTEFs’ selection of governance structure; these factors are speci-
fic to technology industries. Second, we identify a three-way relationship among these
factors and show that the mutual relationships between the dyad factors are moderated
by a third factor; missing the third factor can lead to a distorted picture of the mutual
relationships. Third, the empirical evidence collected in this study shows that the inter-
nalization theory is a powerful tool to explain the fast internationalization by small, young
firms. Even though the internalization theory has been well received in literature on
MNEs, its explanatory power in relation to small, young firms has not been widely
acknowledged.
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Internalization and Externalization Theories
In this study, internalization is defined as the use of a hierarchical authority mecha-
nism to internalize transactions within an organization, whereas externalization is defined
as exerting indirect control over external resources through cooperation, trust, and mutual
benefits among partners. Internalization and externalization are not separate concepts.
They are part of the same continuum. Moreover, a firm may have different degrees of
internalization and externalization in different operation functions or activities (Laanti,
Gabrielsson, & Gabrielsson, 2007). A firm’s boundaries are set at the margin where the
benefits of further internalization of transactions are offset by the costs (Buckley &
Casson, 2009).
The externalization approach is based on the assertion that there is a universal
association between poverty of resources and small, young firms (Oviatt & McDougall,
1994). Because of the resource poverty, traditional internationalization theories indicate
that internationalization is a gradual and stepwise process (Johanson & Vahlne, 1977;
Luostarinen & Gabrielsson, 2004). Contradicting these traditional theories, the
externalization approach argues that, with the development of modern technologies and
the entrepreneurial qualities of entrepreneurs, small, young firms can control quickly
vital assets through partnerships and internationalize at an early stage of their founding
(Oviatt & McDougall). Such control can be achieved through formal contracts or even
simply by trust and moral obligation between partners (Zhou, Wu, & Luo, 2007).
Because of the poverty of essential resources, small, young firms have to and are
willing to accept the high risk of asset expropriation by partners. As such, small, young
firms own a small percentage of essential resources, and the minimal use of internal-
ization differentiates these entrepreneurial firms from other breeds of firms (Oviatt &
McDougall).
Externalization governance offers strategic advantages for SYTEFs. First, when
SYTEFs enter a foreign market, they require both local market knowledge and local social
networks (Eriksson, Johanson, Majkgard, & Sharma, 1997). Through partnerships with
resident firms, SYTEFs can get fast access to these essential resources. Second, interna-
tionalization is a complicated and demanding process, in which SYTEFs have to over-
come liabilities of foreignness, smallness, and newness. Through externalization, SYTEFs
can focus on the activities that they do best; acquire and pool different knowledge and
capabilities; and, consequently, increase the effectiveness and efficiency of the interna-
tionalization process (Keil, Maula, & Wilson, 2010). Third, SYTEFs can remain small
by outsourcing certain resources or capabilities to parties; outsourcing reduces costs
(Porter, 1996). The sense of focus translates into low overheads, a lean staff, and few
middle managers. Being small also enhances flexibility, which is important in technology
industries and international markets (Xia, 2011). Moreover, external links allow resources
to be controlled without ownership, reducing switching costs should undesirable events
occur (Zhou et al., 2007). Finally, technology industries and international markets are
characterized by rapid changes and high risks (Qian & Li, 2003). Externalization spreads
and reduces risks (Hakansson & Snehota, 1995).
However, externalization exposes SYTEFs to considerable moral hazards because
the behavior of partners is often unobservable so the costs of opportunism are poten-
tially high (Williamson, 1985). Crucial to SYTEFs’ survival is the protection of their
vital assets (e.g., know-how), without which their operation is impossible (Mudambi
& Zahra, 2007). Such protection is even more difficult when the business is conducted
across countries and in environments that experience high levels of dynamism
(Sampson, 2007; Zacharakis, 1997). Studies show that information collection and
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processing are difficult in international markets and that the specification of partners’
obligations and responsibilities in contracts is frequently inaccurate in technology
industries (e.g., Carayannopoulos, 2009; Luo, 2007). These problems are not fully
addressed in the externalization approach.
The internalization theory provides a complementary mechanism: internalization of
imperfect markets (Buckley & Casson, 1976, 2009). The theory assumes that an MNE has
developed firm-specific advantages in its home market. These advantages are usually in
the form of internally developed, intangible assets that give the firm superior knowledge.
If such assets cannot be exploited and protected effectively through market transactions,
then a hierarchical system or “internal market” must be created, and thus a firm can bypass
transaction difficulties by internalizing the markets for its assets. Activities that were
previously governed by market mechanisms are brought under strict control and governed
by an ownership mechanism that takes the form of horizontal or vertical integration
(Buckley & Casson, 2007). The benefits of internalization include effective production
coordination and control, better exploitation of market power, avoidance of uncertainty
in the transfer of technologies between parties, and avoidance of unnecessary transac-
tion costs associated with the creation of a competitor (Gedajlovic & Carney, 2010). The
internalization theory acknowledges the costs of internalization and suggests that
the optimal size firm is set where the costs and benefits of further internalization are
equalized at the margin (Buckley & Casson, 2009). In other words, a firm can both
internalize and externalize its transactions, but the firm’s boundary separates and differ-
entiates these transactions.
The internalization theory has important implications for small, young technology-
based firms and their early internationalization. The theory is based on the principle
that firms seek out the location of least cost for each activity and firms’ profitability is
based on innovation (Buckley & Casson, 2009). The search for least cost location trig-
gers internationalization, and the protection of innovation encourages internalization.
Innovation is an essential asset in technology industries where firms’ competitive advan-
tage is derived mainly from innovation (Casson, Dark, & Gulamhussen, 2009). Because
of liabilities of foreignness, it is difficult for firms to have protection across multiple
countries for their firm-specific knowledge associated with innovation (Keil, Maula,
Schildt, & Zahra, 2008). Consequently, MNEs have to resort to internalization to safe-
guard their assets in international markets (Buckley & Casson, 2007, 2009). As such,
the internalization theory explains why MNE activities are mainly concentrated in
technology industries rather than traditional ones (Buckley & Casson, 2009). Empirical
studies confirm that knowledge internalization is a major force driving early interna-
tionalization of SYTEFs (e.g., Gabrielsson, Gabrielsson, & Seppala, 2012; Knight &
Cavusgil, 2004).
The internalization theory applies to both established MNEs and small, young firms
(Casson, 2000, 2003). Many small technology-based firms are founded by innova-
tive entrepreneurs, and their knowledge is of potentially global application (Buckley &
Casson, 2009). These firms cannot compete against large firms in scale and scope so that
they have to grow by innovating and exploiting such innovation in different countries
(Casson & Buckley, 2010). In order to protect their innovation and grow, entrepreneurs
have to integrate vertically at least some of their activities across countries (Casson
& Godley, 2010). Internalization incurs costs, but the entrepreneurial qualities enable
entrepreneurs to collect market information and coordinate activities efficiently and thus
minimize the costs (Casson, 2003). On the other hand, internalization provides entre-
preneurs with quick foreign market knowledge and thus speeds up these firms’ early
internationalization (Petersen, Pedersen, & Lyles, 2008).
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Hypothesis Development
Our review of the literature indicates that technology-based firms compete mainly for
knowledge (Casson et al., 2009). Following existing studies, we differentiate two forms of
knowledge: technological knowledge and market knowledge (e.g., Prashantham & Young,
2011). Technological knowledge, manifested in innovation competence, is the most
important asset in technology industries, where firm success mainly rests on first-mover
advantage (Porter, 1985). Because a firm’s profitability and growth are based on innova-
tion, MNEs have to internalize innovation competence across countries to protect their
innovation (Buckley & Casson, 2009). Empirical studies confirm that innovation not only
drives the early internationalization of SYTEFs, but also determines, to a great extent,
their success (e.g., Baron & Tang, 2011; Gabrielsson et al., 2012; Knight & Cavusgil,
2004). Technological knowledge results from two major sources: internal R&D activities
and imitation of the innovation by other firms (Knight & Cavusgil). To rule out imitation,
we use radical innovation to represent a firm’s original and unique technological knowl-
edge stemming from internal R&D activities. Market knowledge consists of domestic
market knowledge and foreign market knowledge. Because this study examines SYTEFs’
governance structure in international markets, we focus on foreign market knowledge.
Foreign market knowledge has been identified as a major driving force of international-
ization in the traditional “stage” model (Johanson & Vahlne, 1977, 2009). It determines an
MNE’s competitive advantage or even success in overseas markets (Laanti et al., 2007).
Empirical studies show that a paucity of market knowledge is a defining feature of small,
young firms (e.g., Gabrielsson & Kirpalani, 2004; Gabrielsson et al.; Prashantham &
Young, 2011).
In this study, we investigate two moderators, industry dynamism and business scope,
both of which affect SYTEFs’ selection of internalization and externalization. We use
these two moderators because international entrepreneurship theory uses them to define
external and internal contexts (Mathews & Zander, 2007; Oviatt & McDougall, 1994).
Moreover, industry dynamism is a key feature distinguishing technology industries from
other industries, and is positively associated with the risks and transaction costs of
externalization (Kotha, Zheng, & George, 2011). Existing studies on international entre-
preneurship indicate that industry dynamism triggers innovation and the consequent
internationalization (e.g., Arregle, Naldi, Nordqvist, & Hitt, 2012; Jones & Coviello,
2005). A small business scope is a defining characteristic of small firms (Porter, 1985);
business scope has been identified as a strategic dimension that influences a firm’s
internalization and externalization (Gabrielsson et al., 2012). Breadth of product offering
not only addresses the strategic issue of how SYTEFs compete in general but also
determines SYTEFs’ needs for internal and external resources (Gabrielsson et al.).
Radical Innovation and Internalization
Radical innovation represents a firm’s original and unique technological knowledge
(Knight & Cavusgil, 2004). It determines a firm’s competitive advantage in technology
industries (Carayannopoulos, 2009). Research shows that small, young firms are an
important force in developing radical innovation (e.g., Gedajlovic & Carney, 2010; Jong,
2013). Due to size constraints, small, young firms struggle to compete in promotion and
distribution, and consequently, their opportunities are restricted to the market introduction
stage (Porter, 1985). Stated differently, small firms have to be the first movers and exploit
market opportunities before larger firms enter the market with substantial promotion and
distribution resources to compete for market share (Knight & Cavusgil). Entrepreneurial
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qualities, such as innovative and risk-taking behaviors, motivate these firms to innovate
(Casson, 2003), and with organizational simplicity and functional flexibility, small, young
firms tend to develop or shift to new technologies more easily than large firms (Qian & Li,
2003).
Small, young technology-based firms that generate radical innovation have a strong
tendency to internationalize early (Kotha et al., 2011). First movers may not achieve large
volumes in a particular country, so they need expansion across countries to achieve
economies of scale (Fan & Phan, 2007). Moreover, firms generating radical innovation
may not face severe entry barriers because their technological resources are original and
unique (Knight & Cavusgil, 2004).
SYTEFs with radical innovation have to internalize their technological knowledge
in their efforts to keep their innovation unique and original. Originality of technological
knowledge facilitates profitable pricing that minimizes the need to consider the offerings
of competitors (Knight & Cavusgil, 2004; Mudambi & Zahra, 2007). Any information
leakage can lead to duplication by competitors, thus obstructing their first mover advan-
tage (Mudambi & Zahra). The risk of information leakage is particularly relevant for
international transactions because interorganizational infrastructure is often poorly devel-
oped, likely to change frequently, and weak across national boundaries (Luo, 2007).
Moreover, partner opportunism is frequent in overseas markets, where asymmetry of
market knowledge makes opportunism difficult to detect (Prashantham & Young, 2011).
Research confirms that information leakage is frequent in international intermediate
product markets, and property rights are often insecure (e.g., Casson et al., 2009). Inter-
nalization provides a mechanism for firms to set up a monopoly position because
internalization reduces the risk of information leakage (Buckley & Casson, 2009). More-
over, radical innovation results from smooth coordination among separate activities or
functions that involve unique technological knowledge, such as R&D and production.
Internalization occurs where the coordination of these separate activities and functions
is improved by bringing them under common ownership and control (Casson et al.).
Such improvement enhances profits and offsets the costs of internalization, therefore
explaining why internalization gains are high in technology industries (Buckley &
Casson).
Externalization may be limited for SYTEFs that have developed radical innovation.
Externalization increases the risk of information leakage because externalization results
in resource sharing—information sharing, in particular—between partners. On the other
hand, SYTEFs with radical innovation have obvious advantages over indigenous firms
and do not require an externalization structure for external resources. Therefore,
externalization among SYTEFs may be restricted to traditional or online sales channels,
which do not involve technological knowledge (Gabrielsson & Kirpalani, 2004). Thus, we
propose the following hypothesis:
Hypothesis 1: The possession of radical innovation by SYTEFs is positively corre-
lated with an internalization structure of foreign operations.
Foreign Market Knowledge and Internalization
Foreign market knowledge consists of personal networks and understanding on
foreign competitors; customers; and cultural, institutional, and business norms (Eriksson
et al., 1997; Prashantham & Young, 2011); this knowledge is objective and experiential.
In comparison with technological knowledge, which is mainly manifested in R&D
and production activities, market knowledge plays a more fundamental role in a firm’s
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promotion, sales, and distribution activities (Gabrielsson et al., 2012). Market knowl-
edge, especially experiential market knowledge, is achieved through learning by doing
(Eriksson et al.); personal networks are an important part of such knowledge (Gabrielsson
& Kirpalani, 2004; Zhou et al., 2007).
Traditional “stage” models of internationalization depict internationalization as
a step-by-step evolution because developing foreign market knowledge is a gradual
learning-by-doing process (e.g., Johanson & Vahlne, 1977, 2009). Empirical studies also
show that building personal networks across countries is a time-consuming process
because the networks are based on personal relationships (Dyer & Singh, 1998; Xia,
2011). With the liabilities of newness and smallness, it is difficult for SYTEFs to develop
such experience and personal networks when they internationalize shortly after their
inception, and therefore, SYTEFs have to “borrow” the foreign market knowledge
through externalization.
Through externalization, SYTEFs can take advantage of resident partners’ experience
and their personal networks (Weerawardena, Mort, Liesch, & Knight, 2007; Zhou et al.,
2007). By working with resident partners, SYTEFs can outsource distribution and sales
programs and focus on the activities that they do best, i.e., R&D (Keil et al., 2010; Lin,
Yang, & Arya, 2009). Empirical studies confirm that such externalization is common in
SYTEFs’ sales and distribution activities (e.g., Gabrielsson & Kirpalani, 2004). On the
other hand, the experiential knowledge and social networks of resident partners speed up
SYTEFs’ early internationalization because foreign partners’ knowledge of local market
opportunities trigger the desire of SYTEFs to enter these foreign markets (Zhou et al.).
Entrepreneurial acts, including adoption of a geocentric mindset, new thinking,
making judgments about the coordination of scarce resources, etc. also push SYTEFs to
seek quick and unconventional access to foreign market knowledge that they need but do
not own (Casson, 2003; Gabrielsson & Kirpalani, 2004). In technology industries, such
entrepreneurial acts are more visible (Li et al., 2012). These entrepreneurial acts, when
combined together, motivate SYTEF entrepreneurs to take risks and respond fast (Jones
& Coviello, 2005). SYTEF entrepreneurs realize that market opportunities do not last
for long, and they need quick access to market knowledge to explore such fleeting
opportunities (Weerawardena et al., 2007). As such, the lack of foreign market knowledge
should prompt SYTEFs to select externalization structure.
In contrast, the more foreign market knowledge SYTEFs have, the more likely that
they will use an internalization structure. When SYTEFs develop foreign market knowl-
edge, they tend to be more independent and thus minimize the risks of partner opportun-
ism. Moreover, in technology industries, communications between suppliers and end
users involve intensive technological knowledge, and foreign partners may not have
updated technological knowledge (Qian & Li, 2003). In other words, SYTEFs prefer
direct communication with their end users when such communication is possible. Thus,
we propose the following hypothesis:
Hypothesis 2: The possession of foreign market knowledge by SYTEFs is positively
correlated with an internalization structure of foreign operations.
Moderating Effects of Industry Dynamism
Industry dynamism refers to the extent to which firms are subject to unpredictable and
rapid change and, thus, to a high level of uncertainty in a particular industry (Baron &
Tang, 2011). Technology industries are characterized by high industry-level velocity,
including short product life cycles and frequent product obsolescence or replacement,
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which leads to uncertainty, turbulence, and hostility (Sampson, 2007). International busi-
ness, with its cultural diversity and exchange rate fluctuations, adds to the uncertainty
(Mudambi & Zahra, 2007).
Industry dynamics intensifies the relationships between SYTEFs’ radical innovation
and their internalization structure. When industries grow dynamic, firms have to inno-
vate constantly in order to sustain their advantage (Porter, 1996). The increasing pace
of technological change shortens the lifespan of technological resources, and once
resources become obsolete, the original advantage depreciates or even disappears so
firms have to develop a new innovation advantage (Stuart, 2000). Internalization pro-
vides an effective mechanism to foster the constant innovation. A firm is a complex of
interdependent activities linked by flow of knowledge (Buckley & Casson, 2009). Inno-
vation requires effective coordination of these activities, smooth knowledge flow, power
stability, and the integration of diverse knowledge (Buckley, 2009). These factors are
difficult to achieve with high industry dynamism (Keil et al., 2008; Knight & Cavusgil,
2004). Internalization facilitates SYTEFs’ efforts to perform these tasks efficiently and
effectively.
On the other hand, innovation is an important entrepreneurial quality needed to
manage industry dynamism (Gabrielsson & Kirpalani, 2004). When faced with dynamic
environments, SYTEF entrepreneurs usually use unconventional or “unique” means to
take advantage of the dynamics before other firms duplicate the practices. Internalization
expedites the implementation of such unconventional means across countries (Casson,
2003; Jones, Coviello, & Tang, 2011).
It is important to note that industry dynamism increases the risks and the costs of
externalization. Empirical studies show that environmental dynamism is positively asso-
ciated with partner opportunism (e.g., Luo, 2007). Opportunism is a function of a trans-
action’s uncertainty, which is determined in part by environmental volatility (Williamson,
1985). Environmental dynamism reduces partners’ expected risk-adjusted net returns
from the partnership and, consequently, their interest (Cui, Calantone, & Griffith, 2011).
Partner opportunism threatens SYTEFs’ innovation because partners may leak informa-
tion or even duplicate the innovation (Qian & Li, 2003). Moreover, industry dynamism
may erode or even destroy the resource complementarity between partners (Lin et al.,
2009). When an existing technology is replaced by a new technology, the current tech-
nological complementarity between partners may be rendered obsolete (Keil et al., 2010).
Industry dynamism also increases the costs of collecting and analyzing timely market
information to monitor partners’ behavior (Williamson). Internalization, in contrast,
avoids these risks and costs. Thus, we propose the following hypothesis:
Hypothesis 3a: Industry dynamism moderates the positive relationship between
SYTEFs’ radical innovation and internalization structure, with the relationship being
stronger in highly dynamic industries than in more stable industries.
In highly dynamic industries, the positive relationships between SYTEFs’ foreign market
knowledge and internalization grow weak. SYTEFs may not necessarily lose their interest
in internalization when they lack foreign market knowledge, but, in contrast, a lack of
foreign market knowledge reduces SYTEFs’ commitment to externalization. Industry
dynamism decreases SYTEFs’ confidence in their foreign partners because the dynamism
increases the difficulty of assessing foreign partners’ competence and resource comple-
mentarity. When industry dynamism increases, SYTEFs that do not have sufficient
local market knowledge face uncertainty, as they have few well-developed criteria to
evaluate foreign partners (Johanson & Vahlne, 2009); such difficulty deters SYTEFs from
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outsourcing important activities. Similarly, when the environment becomes more volatile,
SYTEFs that do not have sufficient local market knowledge may not have a clear view of
the gains associated with cooperating with foreign partners (Fan & Phan, 2007). Conse-
quently, they tend to take defensive actions to safeguard their existing stake rather than
investing to increase their commitment to foreign partners.
More importantly, industry dynamism exposes SYTEFs to a high risk of partner
opportunism. Without local market knowledge, it is difficult for SYTEFs to monitor
resident partners and determine whether they are abiding by the contract or shirking their
obligations (Heide, 1994); absence of monitoring mechanisms encourages such oppor-
tunism. On the other hand, industry dynamism, in combination with liabilities of small-
ness and newness, reduce the legitimacy of SYTEFs, thereby decreasing their partners’
confidence in partnerships (Carayannopoulos, 2009), and empirical studies show that such
confidence is negatively correlated with partners’ opportunism (e.g., Luo, 2007). In order
to decrease the risk of partner opportunism, SYTEFs have to reduce their dependence
on foreign partners for important assets. In other words, in highly dynamic industries,
SYTEFs prefer internalization even when they lack foreign market knowledge.
On the other hand, internationally experienced SYTEFs may not necessarily use
internalization structure when they face high industry dynamism. When internationally
experienced SYTEFs discover new technological knowledge, they tend to apply it simul-
taneously to all markets to which the knowledge is relevant (Casson et al., 2009). Such
internationalization should be fast in dynamic industries because the technological
knowledge may become obsolete shortly in such environments (Li et al., 2012). These
SYTEFs need quick external resources, especially local sales and distribution resources,
to achieve such fast internationalization (Keil et al., 2008). Thus, we propose the follow-
ing hypothesis:
Hypothesis 3b: Industry dynamism moderates the positive relationship between
SYTEFs’ foreign market knowledge and internalization, with the relationship being
weaker in highly dynamic industries than in more stable industries.
Moderating Effects of Business Scope
Business scope refers to the number and size of the market segments in which a firm
is involved. Due to the liabilities of newness and smallness, many SYTEFs have to focus
on a narrowly defined market niche (Gabrielsson et al., 2012). Niche strategy is a double-
edged sword (Porter, 1985). A wide product base may dilute the risk of product obsoles-
cence and make it possible to cross-subsidize products, reducing the vulnerability of
technology firms to major technological changes, price swings, and industry downturns
(Baum, Calabrese, & Silverman, 2000). However, a wide product base also spreads firms’
investments thinly across market segments. A narrow business scope overcomes the
resource limitations of SYTEFs by concentrating resources, but exposes them to a high
risk of product obsolescence, which is common in technology industries.
If an SYTEF focuses its business on a small market niche, it has to ensure that its
technologies remain unique, important, and difficult to duplicate (Keil et al., 2010; Porter,
1985). If the firm loses its unique assets, the market niche disappears and larger firms that
enjoy lower costs derived from economies of scale overwhelm the niche (Kotha et al.,
2011). In other words, the survival of SYTEFs depends on how effectively their unique
assets are protected in a small market niche. Internalization provides SYTEFs with an
effective mechanism to protect such unique assets by preventing information leakage.
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More importantly, empirical studies show that dispersed customers and supplies
specializing in a niche technology in different countries can more easily understand and
trade with each other than customers and suppliers in nonspecialized, mass markets
(e.g., Fan & Phan, 2007). In other words, when SYTEFs focus on a niche technology with
“domain-specific familiarity,” they can easily establish direct and smooth relationships
with foreign end users and these direct relationships foster and facilitate internalization.
In contrast, externalization may not be necessary in a small market niche because
SYTEFs may not need many external resources while operating in a narrow market niche
(Aspelund, Madsen, & Moen, 2007). On the other hand, the niche size may not be
sufficiently large to share with partners. Moreover, niche operation decreases market
diversities, and thus requires a high degree of product and promotion standardization
(Gabrielsson et al., 2012). Internalization ensures such standardization (Aspelund et al.).
Thus, we propose the following hypothesis:
Hypothesis 4a: Business scope moderates the positive relationship between SYTEFs’
radical innovation and internalization, with the relationship being stronger with a
narrower business scope than with a broader business scope.
When SYTEFs focus on a small market niche, they may resort to internalization
even when they do not have much foreign market knowledge. Developing market knowl-
edge for a narrow market niche is relatively easy and can be accomplished quickly
(Prashantham & Young, 2011). A narrow niche reduces the market diversities because
there are not many customers or competitors, and they are easy to identify (Gabrielsson
et al., 2012). Such effortless customer identification facilitates direct communication
between SYTEFs and their end users (Laanti et al., 2007). More importantly, empirical
studies demonstrate that internalization speeds up internationalizing firms’ development
of local market knowledge (Petersen et al., 2008).
In contrast, externalization structure can be problematic in a small market niche when
SYTEFs do not have much foreign market knowledge. Reliance on overseas partners for
market knowledge gives rise to partner opportunism (Qian & Li, 2003). Existing studies
show that overseas partner opportunism is positively associated with the partners’ control
over local market knowledge (e.g., Luo, 2007). With such control, overseas partners have
the ability to maintain obscure behavior (Gedajlovic & Carney, 2010). SYTEFs that focus
on a narrow market niche may not be able to bear the risks of partner opportunism,
because their success or failure depends on that particular niche.
Moreover, in order to build up and protect their market power over the narrow niche
across countries, SYTEFs have to resort to discriminatory pricing and internal transfer
pricing (Buckley & Casson, 1976). The less local market knowledge they have, the less
trust they have in foreign partners, and, consequently, it is more likely that they will
internalize transactions to maintain confidentiality.
When SYTEFs expand the number of their segments or their segment size, the
possibilities of them using externalization increase accordingly even when SYTEFs
are internationally experienced. Foreign market knowledge cannot be transferred between
market segments because competition patterns, market demand, and business networks
vary across market segments (Eriksson et al., 1997). Studies show that market diversities
are positively correlated with SYTEFs’ needs for external sales and distribution capabili-
ties because these capabilities are based on local, experiential market knowledge (e.g.,
Laanti et al., 2007). It is unlikely that an SYTEF will have such capabilities for a wide
range of market segments across countries. In addition, due to the liabilities of smallness
and newness, SYTEFs have to concentrate their limited resources on R&D and may
10 ENTREPRENEURSHIP THEORY and PRACTICE848
not have extra time and financial resources to develop sales, marketing, and distribu-
tion capabilities to fit individual markets and segments (Carayannopoulos, 2009). As
such, externalization can be an appropriate governance structure for SYTEFs to outsource
local sales and distribution activities across countries. Thus, we propose the following
hypothesis:
Hypothesis 4b: Business scope moderates the positive relationship between SYTEFs’
foreign market knowledge and internalization, with the relationship being weaker with
a narrower business scope than with a broader business scope.
Methods
Sample Selection
Following existing studies and the definitions of the Small Business Administration
and the Organization for Economic Cooperation and Development, small technology-
based firms are enterprises that employ fewer than 100 people and have an R&D intensity
of greater than 3.5% (Lu & Beamish, 2001; Qian & Li, 2003). The industries selected for
this study include biotechnology, hydrogen and fuel cells, information and communica-
tions technology, life sciences, nanotechnology, and ocean technology. Because this study
examines entrepreneurial firms’ early internationalization, the sample firms must have
entered a foreign market within 3 years of their founding to demonstrate their “risking-
taking, innovative and proactive” qualities (Knight & Cavusgil, 2004). Using these crite-
ria, we identified and targeted 761 firms posted on the Canadian government website.
The quantitative data were collected using a mailed questionnaire. All of the questions
were presented in a 7-point response format (ranging from 1 = strongly disagree to
7 = strongly agree) to minimize response time and effort. To assess the nonresponse bias
of the survey, early respondents were compared with late respondents, with the latter
assumed to be similar to nonrespondents (Armstrong & Overton, 1977). We found no
significant difference between these two groups in any of the variables. A chi-square test
also indicated that the association between a firm’s primary industry and its response to
the survey was not significant, suggesting the homogeneity of survey responses, and thus,
it was concluded that the sample represented its target population.
In order to assess the stability of responses, we collected data twice. In the first round
of data collection, two waves of questionnaires were mailed to the chief executive officer
(CEO) or highest-ranking officer of each firm. Completed responses were received from
198 companies, with a response rate of 26%. The industry characteristics of these compa-
nies are shown in Table 1. The second round of data collection was conducted about 14
months later from the 198 firms that had responded to our first survey.1 Similarly, two waves
of questionnaires were mailed to the CEO or highest-ranking officer of each firm. One
hundred and fifty-seven firms continued their participation, with a response rate of 79%.
Description of the Variables
Governance Structure. Based on previous studies (e.g., Cui et al., 2011; Qian & Li,
2003), we measured internalization by self-reliance, i.e., the extent to which a firm uses its
1. Through reliability checks, we can avoid the single respondent bias, and thus, we also avoid spurious
relationships between independent variables and dependent variables.
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own resources and capabilities to complete the four major function areas: production,
R&D, promotion, and distribution activities. We measured externalization by partner-
ships, i.e., the extent to which a firm engages in partnerships, also in the four major
function areas. In this study, we used internalization as the main dependent variable.2
Radical Innovation. Radical innovation refers to innovation that causes marketing and
technological discontinuities, and renders current product or service lines obsolete (Baron
& Tang, 2011). Following Subramaniam and Youndt (2005), we used a 3-item scale to
measure radical innovation: (1) making present products obsolete, (2) fundamentally
changing current products or services, and (3) making existing expertise in prevailing
products or services obsolete.
Foreign Market Knowledge. Based on existing studies (Eriksson et al., 1997; Nielsen &
Nielsen, 2011), we used a composite index of four items to measure a firm’s foreign
market knowledge: (1) senior staff have stayed abroad on overseas projects, (2) senior
staff have worked in overseas divisions, (3) senior staff have extensive business contacts
in overseas markets, and (4) senior staff have received extensive training in international
business.
Industry Dynamism. Based on the study of Zahra and George (2000), we measured
industry dynamism using the following rates: (1) the product obsolescence rate in the
industry, (2) the technology duplication/replacement rate in the industry, (3) competitors’
response rates in the industry, (4) the entry and exit rate of competitors in the industry,
(5) the bankruptcy rate among firms in the industry, (6) the rate of change in consumer
preferences in the industry, and (7) the uncertainty rate of industry growth. We used linear
and quadratic terms to denote moderate and high levels of industry dynamism. Since the
quadratic equation has the vertex—either a maximum (peak) or a minimum (valley)—it
depicts the changing behavior of industry dynamism.
Business Scope. Based on past research (e.g., Qian & Li, 2003), we measured this
construct using a composite index of three items: (1) the firm has a broad range of product
2. Because internalization is opposite to externalization in a firm’s governance choice, this study also used
externalization to set off by contrast.
Table 1
The Industry Characteristics of Firms
Industry Number of companies Percentage (%)
Biotechnology 26 13.1
Hydrogen and fuel cells 21 10.6
Information and communications technology 33 16.7
Life sciences 52 26.3
Nanotechnology 28 14.1
Ocean technology 25 12.6
Others 13 6.6
Total 198 100
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segments, (2) the firm’s segments are different among themselves, and (3) there are few
direct competitors in the firm’s segments. We again used linear and quadratic terms to
denote narrow and broad business scopes, respectively.
Control Variables
We controlled for several variables that are likely to affect firms’ choice of governance
structure: (1) firm size, measured by the log of a firm’s total number of employees; (2) firm
age, measured by the number of years a firm has been operating; (3) firm leverage,
calculated as long-term debt divided by total capital; (4) advertising intensity, which is a
firm’s average annual expenditure on advertising divided by average sales revenue; and (5)
dummy variables. Dummy variables are used to represent the influence of industry and
location. More specifically, we used industry dummies for each firm’s primary industry
to control for the industry effect and regional dummies to measure the regional effect by
grouping foreign markets into four global market areas: Asia, Europe, North America, and
the rest of world. We omitted one industry (Others) so the estimated coefficients should
be interpreted as the difference in the dependent variable of the industry in question from
the omitted group. Similarly, we omitted the rest of world to allow the estimated coeffi-
cients to be interpreted as the dependent variable’s difference from the omitted region.
Common Method Bias Assessment
In order to control for method biases, we statistically controlled for the effects
of method biases after the data were gathered (ex-post method) and minimized the
effects through careful design of the study’s procedures (ex-ante method) (Podsakoff,
MacKenzie, Lee, & Podsakoff, 2003).
In the ex-ante method, respondents were assured of research anonymity and eva-
luation apprehension reduction (e.g., Baumgartner & Steenkamp, 2001; Harrison,
McClaughlin, & Coalter, 1996; MacKenzie & Podsakoff, 2012). In the ex-post method,
we relied on Harman’s single-factor test to assert that our research is not pervasively
affected by common method variance. The results show that the first (largest) factors did
not account for a majority of the variance (26%). Thus, no general factor is apparent.
To test a posteriori whether common method bias has a relevant impact on the results
of the study, we built a second measurement model that included a latent common method
factor. More specifically, the second measurement model is the 6-factor model (i.e., adding
a common variance factor) where each item is loaded on the common method factor in
addition to loading on its corresponding measurement factor. In contrast, the first model
is the 5-factor model where each item is loaded solely on its corresponding measurement
factor (i.e., without adding common variance factor). The results show that the fit indices
of the 5-factor model are: χ2/degree of freedom (df) = 2.10; goodness-of-fit index (GFI) =
.938; adjusted goodness-of-fit index (AGFI) = .921; normed fit index (NFI) = .979; com-
parative fit index (CFI) = .972; root mean square error of approximation [RMSEA] = .053,
and those of the 6-factor model are: χ2/df = 2.03; GFI = .942; AGFI = .924; NFI = .981;
CFI = .973; RMSEA = .051. Comparing these fit indices, we found that adding a common
variance factor resulted in a better model fit for the latter (i.e., 6-factor) model (Δχ2/
Δdf = 3.19) but the improvement on the model was not significant.3 Therefore, it is
concluded that the results are not seriously biased by common factor variance, and the
relationships between the predictor and criterion variables deduced from our data are valid.
3. The level of improvement in the correlation index did not exceed .004.
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Reliability and Validity
Our model contained four constructs, each with a different number of items. The
constructs were examined for both convergent and discriminant validity before they were
used for empirical testing (see Table 2). Cronbach’s alpha values ranged from .73 to .85
with all values surpassing the recommended value of .70, thus indicating that the scale
items measuring the construct are reliable. All of the individual items loaded strongly (i.e.,
well above the recommended .50 limit) and significantly (t-value > 2.0) on their hypoth-
esized constructs. The values of the average variance extracted (AVE) all met or exceeded
the .50 threshold, suggesting that the degree of variance explained by the constructs was
larger than the variance explained by measurement error. These statistics provide evidence
of the adequate convergent validity of the constructs.
We calculated the square root of the AVE for each of the constructs. Constructs were
deemed to be different if the square root of the AVE for a given construct was greater than
the absolute values of the standardized correlations of the given construct with any other
construct in the analysis. All of the AVE square roots were larger than the interconstruct
Table 2
Constructs and Indicators
Variable name and items Factor loading t-value
1. Internalization (Cronbach’s alpha = .82)
The firm relies on its own resources/capabilities to undertake its production activities .778 4.14
The firm relies on its own resources/capabilities to undertake its R&D activities .809 4.38
The firm relies on its own resources/capabilities to undertake its promotion activities .763 4.05
The firm relies on its own resources/capabilities to undertake its distribution activities .744 3.86
2. Externalization (Cronbach’s alpha = .85)
The firm relies heavily on partnerships to undertake its production activities .834 4.66
The firm relies heavily on partnerships to undertake its R&D activities .812 4.43
The firm relies heavily on partnerships to undertake its promotion activities .874 4.85
The firm relies heavily on partnerships to undertake its distribution activities .842 4.51
3. Radical innovations (Cronbach’s alpha = .75)
The firm’s innovations make present products obsolete .718 3.48
The firm’s innovations fundamentally change current products or services .767 4.03
The firm’s innovations make existing expertise in prevailing products/service obsolete .734 3.67
4. Foreign market knowledge (Cronbach’s alpha = .73)
The firm’s senior staff have stayed abroad on projects .745 3.93
The firm’s senior staff had worked in its overseas divisions .719 3.56
The firm’s senior staff have extensive business contacts in overseas markets .695 3.23
The firm’s senior staff have received extensive training on international business .726 3.72
5. Industry dynamism (Cronbach’s alpha = .80)
Product obsolescence rate in the industry is high .805 4.30
Technology duplication/replacement rate in the industry is high .822 4.42
Rate of responses between competitors in the industry is high .856 4.63
Entry and exit rate in the industry is high .894 4.98
Bankruptcy rate in the industry is high .865 4.75
Rate of changes in consumer preference in the industry is high .729 3.76
The uncertainty rate of industry growth is high .702 3.38
6. Business scope (Cronbach’s alpha = .78)
We have a wide range of product segments .735 3.98
Our product segments are distinctively different among themselves .693 2.97
Our product segments face direct and strong competitors .708 3.46
R&D, research and development.
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correlations (the lowest was .73), indicating that each construct differs sufficiently from
the other constructs. We also used the modification index (MI) to examine the robustness
of the parameter estimates for small changes in the model. The largest MI (.96) is much
smaller than the required level (.05). Hence, all of the constructs demonstrate adequate
discriminant validity.
Results
Table 3 presents the descriptive statistics and the bivariate correlations matrix. We
examined the variance inflation factor (VIF) scores of predictors for each hypothesis test.
The average VIF score was 1.08, and the range of the VIF scores of the predictors was
between 1.02 and 1.24. These results suggest that multicollinearity was not a concern in
the hypotheses testing. Meanwhile, we performed Spearman tests (interrater reliability) to
determine how closely the results on each construct from the two rounds of surveys are
correlated. The average correlation was .906, and ranged from .869 to .936. We also used
weighted Kappa to measure the precision of the results of each survey, as a high corre-
lation coefficient between observers (raters) does not mean a high degree of agreement or
consistency. Both Kappa and Z statistics indicated that the data of the two market surveys
are highly similar, and no significant changes were detected for those constructs in
both surveys. Taken together, each construct in both surveys had a very high degree of
correlation and precision.
Table 4 presents the seven models used to test the hypotheses. Model 1 is the base
model, which includes the effects of all control variables. Models 2 and 3 test hypotheses
1 and 2 by adding radical innovation and foreign market knowledge, respectively. Models
4 and 5 test hypotheses 3a and 3b by exploring the interaction effects of the main variables
(radical innovation and foreign market knowledge) and industry dynamism, respectively.
Models 6 and 7 test hypotheses 4a and 4b by exploring the interaction effects of the main
variables and business scope, respectively. When estimating the interaction effects, we
also included individual variables to account for individual effects.
Hypothesis 1 states that SYTEFs that generate radical innovation are more likely
to internalize their foreign operations. The results presented in model 2 show that the
coefficient of the variable is positive and significant (β = .1052; p < .05). This means that
for every one unit of increase in radical innovation, the odds of an internalization structure
increase by 10.5%. Hypothesis 2 states that the possession of foreign market knowledge
will motivate SYTEFs to internalize foreign operations. As the results of model 3 show,
the coefficient of the variable is positive and significant (β = .1004; p < .05), indicating
that the tendency to internalize increases with the level of foreign market knowledge. For
every one unit of increase in foreign market knowledge, the odds of an internalization
structure can be expected to increase by 10%, all other factors being equal. Thus, hypo-
theses 1 and 2 are supported.
Hypothesis 3a proposes that increased industry dynamism strengthens the positive
relationship between radical innovation and internalization. The results of model 4 show
that the coefficients of the two joint variables (i.e., radical innovation × industry dyna-
mism, and radical innovation × industry dynamism squared) are positive and significant
at the .01 (β = .1146) and .001 (β = .1308) levels, respectively. Clearly, the latter effect is
stronger than the former one as evidenced by both its effect size (the variable’s coefficient)
and its significance. Therefore, these results offer support for hypothesis 3a.
Hypothesis 3b proposes that increased industry dynamism weakens the positive
relationship between foreign market knowledge and internalization. The results of model
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5 show that the coefficients of the two interaction terms are opposite in sign and nonsig-
nificant; that is, increased industry dynamism changes the direction of the relationship
from positive to negative, but this change is not significant even at the .1 level. Thus, we
failed to find support for hypothesis 3b.
Hypothesis 4a predicts that the positive relationship between radical innovation and
internalization is stronger with a narrower business scope, whereas hypothesis 4b suggests
that the positive relationship between foreign market knowledge and internalization is
weaker with a broader business scope. The results of model 6 offer support for hypothesis
4a, as the interaction effect of business scope and radical innovation is positive and
significant (β = .0776; p < .1). In contrast, the interaction effect of business scope squared
and radical innovation is positive but nonsignificant (β = .0591).
The results of model 7 also offer support for hypothesis 4b, as the interaction term
(with the linear business scope variable) is nonsignificant (β = .0612) while the interaction
term (with the squared business scope variable) is significant (β = .0970; p < .05). Thus,
we conclude that the positive relationship between foreign market knowledge and inter-
nalization weakens when the business scope is relatively narrow.
Meanwhile, we also observed that the two moderators in the four models (models
4–7), i.e., industry dynamism and business scope, are not individually significant regard-
less of whether they take a linear or a quadratic term.
To test the robustness of our results, we also collected the data of externalization
variable and used it to serve as the foil to the internalization variable. The measurement of
externalization variable consists of four items (same as the measurement of the internal-
ization variable), as demonstrated in Table 1. The results on the main and interaction
effects are almost consistent with what we found in the previous analyses.4 More specifi-
cally, both radical innovation and foreign market knowledge are found to be negatively
and significantly associated with externalization (both at the .1 levels). We also found that
the negative effect of radical innovation on externalization increases with further industry
dynamism (at the .01 level). The same situation occurs also for foreign market knowledge
where its negative effect on externalization becomes stronger when the level of industry
dynamism increases (at the .05 level). Finally, business scope had a strong moderating
effect on the negative relationship between radical innovation and externalization as
the interaction term of radical innovation and business scope squared (at the .01 level)
is more highly significant (negative in sign) than that of radical innovation and business
scope (at the .05 level), as well as the individual term of radical innovation (at the .1 level).
However, we found that the negative effect of foreign market knowledge on externa-
lization remained unchanged no matter whether the level of business scope takes a linear
or a squared term although both the interaction effects are stronger than the individual
effect of foreign market knowledge alone.
Because a firm’s activities may have different degrees of criterion variables, we
differentiated these activities. We classified the activities of SYTEFs into two categories:
production activities (including R&D) and marketing activities (including sales). We
conducted separate tests on these categories and obtained the following results.5 The
positive effect of radical innovation is more significant on internalized production activi-
ties (at the .01 level) than on internalized marketing activities (at the .1 level). In contrast,
the positive effect of foreign market knowledge is more significant on internalized mar-
keting activities (at the .01 level) than on internalized production activities (at the .5 level).
4. Because of space limitation, we did not provide the table that contains the results. However, they are
available upon request.
5. Because of page limitations, full results are available upon request.
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Discussion and Conclusion
Important findings emerge from this study. SYTEFs that radically innovate tend to
internalize their operations. This relationship is stronger when industries become more
dynamic or business scope is narrower. SYTEFs that possess more foreign market knowl-
edge have a greater tendency to use an internalization structure. This relationship is weaker
if the business scope is broader but remains unchanged regardless of whether the industry
is dynamic or stable. There are two possible explanations for this phenomenon. The first is
that SYTEFs that lack foreign market knowledge must externalize their operations regard-
less of the level of industry dynamism. These SYTEFs cannot internationalize without the
local market knowledge provided by foreign partners. Similarly, internationally experi-
enced SYTEFs tend to internalize their international transaction in dynamic industries
because they know how to manage dynamics and internalization helps them to manage
these dynamics effectively. Second, SYTEFs that lack foreign market knowledge do not
have detailed information about the industry dynamism in other countries. In technology
industries, countries may experience different levels of industry dynamism due to different
levels of economic and technological developments. If SYTEFs do not know about the level
of industry dynamism in the host country, the effects of industry dynamism are not
significant. It may be the case that both explanations work in combination.
Research Contributions
Findings of this study suggest that internalization and externalization are a continuum,
and SYTEFs move along the continuum depending on internal and external factors.
Existing mainstream INV theory argues that minimal use of internalization defines young
internationalizing firms (e.g., Oviatt & McDougall, 1994). Some INV studies even claim
that internalization theory applies to large firms only and not to small, young firms (e.g.,
Mathews & Zander, 2007). This study shows that such claims may not be supported
when SYTEFs develop an advantage of radical innovation over their competitors. When
SYTEFs develop a radical innovation advantage, the internalization theory appears to be
more appropriate in explaining the choice of governance structure. However, if SYTEFs
lack foreign market knowledge, they are likely to externalize their operations.
Findings of this study enrich the internalization theory; evidence collected in this
study shows that internalization theory applies to small, young firms as well. More
specifically, this study specifies the conditions under which small, young firms internalize
their transactions. Internalization theory was developed in the 1970s when most MNEs
began to evolve from large companies. Large firms have sufficient financial and knowl-
edge resources to manage entry barriers during international expansion. Therefore, exist-
ing studies assume that the theory only applies to large firms. This study shows that small,
young firms might internalize transactions in spite of their liabilities of smallness and
newness. SYTEFs have far fewer resources but narrower business scopes than large firms.
Therefore, their risks and resource limitations differ from those of large firms. Moreover,
the environments in which SYTEFs operate are much more volatile than those faced by
large firms in the 1970s. In order to sustain the advantage of radical innovation, SYTEFs
have to pay high costs of internalization. This study demonstrates that the relationship
between radical innovation and internalization is moderated by industry dynamism and
business scope. Such moderating effects are missing in the existing internalization theory.
This study also enriches the INV theory. Evidence collected in this study shows
that internalization may not necessarily be minimal among young internationalizing
firms. Under certain conditions, these firms may use internalization as their governance
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structure. Externalization can be an appropriate governance structure for young interna-
tionalizing firms to overcome liabilities of smallness and newness. However, the degree of
externalization depends on certain external and internal factors. The optimal governance
structure should enable these firms to develop and sustain a competitive advantage and
overcome resource limitations. If a young internationalizing firm has developed an inno-
vation advantage, then it should have a higher degree of internalization by owning and
controlling different stages of the production of intermediate products. Moreover, this
study differentiates a firm’s production activities (including R&D) from marketing activi-
ties (including sales). A young internationalizing firm may have a high degree of inter-
nalization in its production activities and, simultaneously, a high degree of externalization
in its marketing activities. High degrees of internalization in production activities (includ-
ing R&D) aim to protect and sustain the advantage of technological knowledge, while
high degrees of externalization in marketing activities (including sales) ensure fast access
to local market knowledge to penetrate foreign markets (Gabrielsson & Gabrielsson,
2011). Foreign market knowledge plays a more important role in marketing activities than
in production activities. In contrast, technological knowledge plays a more essential role
in production activities than in marketing activities; such differentiation is not well
defined in the existing INV theory. Moreover, this study finds that the optimal degree of
externalization and internalization along the continuum is affected by industry dynamism
and a firm’s business scope. These factors are not specified in the INV theory.
Practice Contributions
The results of this study also have important managerial implications. First, internal-
ization and externalization can bring about both strategic benefits and competitive disad-
vantages. Managers of SYTEFs must consider trade-offs when they select the structure of
governance for internationalization. SYTEFs that have strong R&D competence should
use internalization, especially if they experience industry dynamism and restrict their
business to small market niches. SYTEFs that do not have sufficient local market knowl-
edge should resort to partnerships. However, they should reduce their dependence on
externalization if they confine their business to a small market niche. The level of industry
dynamism does not affect the use of an externalization structure. More importantly,
SYTEFs should differentiate production activities from marketing activities when they
choose their governance structures.
Limitations and Future Study Directions
This study suffers two limitations that warrant further research. First, in the second
round of data collection, we failed to receive a response from all respondents of the first
survey. Second, we did not differentiate partnerships from strategic alliances in our survey.
In future studies, larger sample size and more detailed questionnaires are required to
increase the generalizability of our findings. Moreover, this study uses industry dynamics
as a moderator; it is not clear if other environmental dynamism, such as country dyna-
mism, has similar effects. For example, if an SYTEF operates in China, an emerging
market, will it face similar environmental dynamism? Future studies may combine these
dynamics into a variable and examine its impacts on firms’ governance structure.
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